There have been long running disputes on the relationship between the degree of openness and economic performance. Based on cross-country analyses, a number of studies found that the relationship between openness and economic performance is quite mixed. Some studies discovered a positive relationship, while others found a negative or simply neutral relationship.
I. INTRODUCTION
Since more than a century, the relation between openness and economic performance has been the topic of dispute among policy makers, politicians and academia. In view of comparative advantage theory of Hecksher-Ohlin, openness can be beneficial in improving economic performance of a country. Based on this theory, a country will export products having comparative advantage and import goods having no comparative advantage and this will lead to increase efficiency thus will support national economic growth. Besides, openness will enhance the capital inflow to a country and thus will accelerate capital accumulation and transfer technology which is considered the main components in strengthening the economic growth as defined by endogenous growth theory.
In the opinion of those who are against liberalization, protection is believed to be able to enhance economic performance of a country. According to them, the lack of readiness of a country will aggravate its economic situation, due to its incapability in competing with the goods and services provided by the developed countries. Krugman (1994) and Rodrik (1995) are economists with skeptical attitude towards the impact of openness to a country. The question regarding the benefit of openness to a country»s economy has been raised again since the economic crisis occurred in South American countries in 1980s and 1990s as well as the one occurred in Asian countries in 1997/1998. Openness will cause a country to be more vulnerable towards shock coming from outside country as well as towards the incapability in competing with developed countries.
Like other countries, Indonesia has faced various problems in its economy especially in relation with the impact of openness. Trade openness through export import transactions has succeeded in supporting economic growth. The capital inflows through foreign direct investment had also enhanced the economic growth of Indonesia during the period of end of 1980s to 1996. During that period Indonesia»s annual average growth reached 8 percent and this had made Indonesia as one of the developing countries with highest growth rate (Asian Tigers) and Indonesia had always been the case study of a country with a success in implementing liberalization.
Economic openness was the cause of the fall of Indonesian economy at the time of the crisis in 1997/1998 and the impact of this crisis still exists up to now. Economic crisis originated from foreign exchange crisis has disturbed the structure of Indonesian economy as shown in a deep economic contraction in 1998. This crisis has given impact not only to the economic aspect but to social aspect as well. Compared to the other Asian countries also touched by this crisis, such as South Korea and Thailand, who, after crisis, have reached above potential economic growth of 8 percent, Indonesia still has to face a growth of 4 to 6 percent., which has led to an increase in poverty and unemployment.
Based on this background, this paper will analyze the impact of openness to the Indonesian economy. Following this introduction, section 2 will give a brief description on different theories concerning the impact of openness to the economy, which will be followed by section 3 that will give a general description of Indonesian economy especially those related to the impact of openness. Section 4 will give a description on the data and methodology of the research which will be followed by section 5 that will show the empirical results. The last section of paper will be conclusion.
II. THEORY
The benefit of openness to a country»s economy has been discussed since more than a hundred years in the theory of international trade. As Pioneer, Adam Smith initiated theory of international trade with the famous book entitled the wealth of nations. The openness through international trade will support a country in being more focused in producing goods with comparative advantage and importing goods considered more expensive if produced locally.
This will be more efficient to the country. In view of theory of comparative advantage, openness will give a positive impact on a country»s economy.
After the Second World War, openness through international trade was not popular in developing countries. Having just released from colonization, openness in international trade would cause goods and services offered by developing countries failed in competing with those produced by developed countries. Developed countries produced goods and services efficiently by using advanced technologies, while developing countries produced goods and services more expensive due to limited technologies. During these periods, protectionist theories become dominant and for decades the majority of developing countries implemented industrialization policies based on a very limited degree of international openness (Edwards, 1993) .
Protection against imported goods or frequently known as import substitution policy is meant to protect locally produced goods so that they will be able to compete with imported goods. The belief on the importance of protection was introduced by Presbich (1950) and Singer (1950) with two considerations: First, the steep fall of raw material and its derivatives during the inexistence of industrialization will create a wider gap between developed countries and developing countries. Secondly, for industrialization, developing countries will need temporary assistance such as protection from the goods produced by developed countries.
The opinion of protection or limiting openness was widely implemented during the period of 1950s, 1960s and 1970s in developing countries especially the South American countries.
Politicians in those countries always considered that protection would accelerate the economic growth. However, academia doubted the inward oriented policy. In their opinion, protection would cause economic distortion due to misallocation of resources which caused inefficiency of the economy and finally could impede economic activities. Nevertheless, this theory was not popular in 1960s and 1970s. Lack of Financing for investment had provoked developing countries to open capital account through liberalization of financial sector. Openness through financial liberalization will enhance capital inflow for investment and will lead to economic growth. Therefore, the positive impact of openness to the economic growth of a country can be done through international trade as well as capital inflow from one country to another. The openness on those aspects will be very beneficial to the acceleration of economic growth of a country.
The positive relationship between openness and economic growth can be explained by modern theory of growth, such as endogenous growth theory. This theory argues that saving and investment accompanied by productive physical capital stocks and human capital (total factor productivity) plays a key role in accelerating growth of a country. The higher the saving and investment, the greater the accumulation of capital goods; hence, raising production capacity of goods and services as well. With the same input, the level of production also multiplies through higher productivity. The rising productivity is achieved through improvement in technology and investment in human capital through accumulated knowledge, skills and individual training. The experiences of developed countries, such as Japan, show that savinginvestment and productivity factor enables them to accelerate their GDP growth.
Through openness, investment originated from capital inflow will increase and this will certainly support the economic growth. Moreover, trade openness and capital movement will support a more efficient way in mastering of technology which will lead to increase of productivity and finally will accelerate the economic growth of a country.
Meanwhile, Roubini and Martin (1991) and Edwards (1992) pointed out that openness will increase absorption of technological knowledge from developed world which will finally accelerate the economic growth of a country (Edwards, 1992) . According to Grossman and Helpman (1989) the other channel of openness to economic growth is the decrease of rentseeking. Openness can decrease rent-seeking and therefore can be prevented from resources allocation and other activities that might impede economic growth. Finally, openness allows economy to take advantage of economies of scale associated learning by doing (Meier 1989; Quah and Rauch 1990) .
Within the high optimism on the advantage of openness to the economic growth of a country, there still remain controversies regarding some aspects of trade policies or openness.
Those controversies are related to whether trade liberalization packages have played important role in the performance of the outward oriented economics. Sachs (1987) , for example, has questioned the premise that trade liberalization is necessary condition of successful outward oriented strategies. He has argued that the success of the East Asian countries was to a large extent due to an active role of government in promoting exports in an environment where imports had not been fully liberalized, and where macroeconomic equilibrium was fostered.
The trade liberalization skeptics include Krugman (1994) and Rodrik (1995) . They argued that the effect of openness on growth is, at best, very tenuous, and at worst, doubtful.
A number of empirical studies found out that the relationship between openness and economic growth were quite mixed. Some studies found a positive relationship between openness and GDP growth in developing countries, however there are many studies showed Martin (1991) and Edwards (1993 Edwards ( , 2001 ) using cross-sectional data the higher degree of openness lead to faster economic growth in developing countries. Similar studies conducted by Quinn (1997) , and Bekaert, Harvey, and Lundblad (2001) had similar results. However, the studies conducted by Grilli and Milesi-Ferretti (1995) , Quinn (1997), and Kraay (1998) showed that the openness did not have effect on economic growth (Table III. 2).
According to Edwards (1998) the inexistence of positive relation due to methodology limitation, such as ratio between total export and import with GDP cannot be fully used to measure openness. For example, United States has a lower trade ratio with South Korea, but actually it has a more open international trade with this country. The measurement for developing countries, the ratio might be quite satisfying to be used. The measurement of indices or protection and trade orientation are far from satisfying due to the measurement which was based on arbitrary (see the detailed explanation on Edwards, 1993) . Due to that limitation, there is doubtful to the positive relation between openness and the economic growth (Edwards, 1998) . However with the stronger link theory between growth and openness, and improvement of measurement in openness, the result of the research concerning the relation between openness and economic growth are becoming more robust.
The research carried out by Weinhold and Rauch (1999) with the development of model of Quach and Rauch (1990) showed that in the less developed countries specialization is positively and significantly correlated with increased manufacturing productivity growth, even when variables, such as openness and investment are controlled for. Edwards (1998) has also carried out a research to see the relation of openness and productivity growth with modern growth theory. By using 98 countries, he found that more open countries experienced faster productivity growth. The conclusion of all that experience shows that openness will support the increase of productivity and finally will support also the growth of economy.
Empirical studies on the relationship between openness and growth were most conducted based on trade openness. But openness such as explained previously, is not limited to trade liberalization but also to financial liberalization. The focus of the studies is on trade liberalization due to its linked to trade in goods and services are essential factor to push economic growth and capital flows among countries were insignificantly during World War II until the 1970s, especially capital flow to developing countries grew more slowly. In this period, they consisted mainly of bank loan. With financial liberalization in the 1980s especially in the developing countries, financial products experienced rapid growth and capital movement to the country produced the highest return. With such development, in 1990s the capital flows to developing countries developed to become foreign direct investments and purchases of marketable securities Capital inflows in the form of foreign direct investment will give positive impact to the economy because it will increase capital stock hence it accelerates economic growth. On the other hand, capital inflow for short term investment such as portfolio investment could be dangerous to the economy of the country. A sudden capital reversal will lead to significant pressures of depreciation towards foreign exchange and subsequently will cause a financial and economic crisis to the country.
The experience of Latin American countries in economic crisis in 1980s and 1990s as well as the experience of foreign exchange and financial crisis of East Asian countries, such as Indonesia, Thailand and South Korea in 1997/1998 were due to capital reversal. Economic crisis due to foreign exchange as occurred in the East Asian countries has caused a considerable economic contraction, high inflation rate, as well as the increase of unemployment and poverty.
From social point of view, the crisis has created social unrest and political instability especially in Indonesia. Development in the countries experiencing economic crisis showed that openness was not always beneficial to a country. The incapability of a country in controlling external shock will aggravate the economic condition of the country.
Several latest financial data showed that financial globalization was one of the factors that provoked financial instability of one country and could gradually give negative impact to the economic growth of the country. During the era of financial globalization, large number of Source: Global Development Finance, World Bank capital inflows had moved fast and followed the decision of market leader and often this action was taken without considering the economic fundamental of the country. A slight negative sentiment coming from the market leader was capable to cause a sudden capital reversal for a country. The first effect of the capital reversal was pressure on depreciation of foreign exchange towards rupiah as well as the crisis of balance of payment which had later interrupted the real economic activities due to the impact of output adjustment. Discussions on negative impact of capital reversal due to economic openness can read among others in Radelet and Sach (1998) , Montes (1998), and Jackson (1999) .
II.1. Trade and Financial Openness in Indonesia
The degree of openness or globalization could be seen from the international trade and services and the capital movement between countries. International trade and services can be seen from the current account while capital movement can be seen from the capital account in the balance of payment. Therefore openness can be seen from the trade policies and international financial policies, reflected from the foreign exchange and exchange rate policies. In order to explain the openness in details, we will discuss trade policies and foreign exchange and exchange rates policies in Indonesia.
II.1.1. Trade Policy
Until 1970s The indicator of openness in figure III.2 shows that the trend of trade openness in Indonesia increase. When trade openness 2 is still low which is marked by the high protection against import and export, the trade ratio towards GDP is also low. In 1960, the openness rate of Indonesia was only 25,9 percent, however since removing trade barriers in 1971 and 1972, the rate of openness also rose to 35.2 percent and 40 percent respectively.
II.1.2. Foreign Exchange and Exchange Rate Policies
Indonesia has started financial globalization or openness since 1967 and it can be distinguished into 4 phases according to the foreign exchange system implemented, such as:
a. Controlled Foreign Exchange System (before 1966)
Foreign exchange transactions are fully controlled and supervised by the government and central bank. Each foreign exchange transaction is subject to the approval of the government, including export revenues and exchange rates. System (1966 System ( -1969 In 1967 foreign exchange system was liberalized step by step by allowing exporters to keep a certain percentage of their revenue and to use it for import purpose from foreign exchange compulsory surrender. Besides, branch office of foreign bank/joint venture bank and national bank were allowed to do foreign exchange transactions and at the same time laws on foreign investment were applied easing foreign investors in investing in Indonesia. c. Semi Free Foreign Exchange System (1970 -1981 Foreign exchange transactions liberalization includes: a) no permit needed for foreign exchange transaction; b) the obligation of submitting the revenues of export compensated with facilities to buy foreign reserve; c) no obligation in submitting revenues of export in the field of services, but banks still had the obligations to sell its foreign reserve to the central bank. 1960 1963 1966 1969 1972 1975 1978 1981 1984 1987 1990 1993 1996 1999 2002 2005 Source: CEICDATA and BPS
b. Restricted Foreign Exchange

d. Free Foreign Exchange System (since 1982)
There was almost no limitation for foreign exchange transaction, which includes: i) no obligations for exporters to submit the foreign reserve; ii) no obligations for the bank to sell the foreign reserve to the central bank; iii) no obligations for individuals to buy/sell foreign reserve; iv) no obligation to report foreign exchange transaction. Financial deregulation implemented in 1988 has also given a greater impact to the openness of international financial market towards domestic financial market. One of the provisions stipulated that foreign banks were allowed to open branch offices in several big cities in Indonesia. In line with the foreign exchange system, the exchange rate can also reflect the openness of a country towards financial globalization, for instance fixed exchange rate system was generally followed by capital control. In the last 30 years, there are 3 exchange rate systems used in One of the indicators used to know the rate of financial openness is ratio between the capital inflows with GDP. According to Figure III .4 the degree of financial openness 3 in Indonesia has risen since 1990 or since the issuance of comprehensive financial deregulation package. In 1987, the ratio between capital inflows and GDP was only 0.6% from GDP, but 5 years later, in 1992, the ratio increased twice and became 1.2% from GDP and has risen to more than 4 times in 1995 to become 5.1% ( Figure III.4) . 
II.1.3. Openness and Economic Development in Indonesia
In the previous section I have explained about the degree of openness in Indonesia. In this chapter I will continue to explain the relationship between openness and economic development in Indonesia. As one of developing countries, Indonesia has experienced with the benefit of openness, however this openness has also been the cause of the continuing crisis of Economic crisis happened in 1997/1998 was actually originated from capital reversal in the form of portfolio investment. The crisis triggered by the crisis of foreign exchange rates had rapidly changed into economic crisis, social crisis and cultural crisis as well as political crisis. The main cause of foreign exchange and monetary crisis was the speculation attack towards Thailand currency which then spurred on a contagion effect to the depreciation of rupiah exchange rate due to the fact that investors thought that Indonesian economy was the same as Thailand»s.
The weakness of rupiah exchange rate had caused foreign investor to withdraw their money so far invested in the form of portfolio investment, sudch as commercial papers promissory notes, medium term notes as well as stocks and obligations. Panic attacked the market of foreign currencies due to the interest of local companies and banks to buy foreign exchange in order to pay or to protect their big foreign obligations from foreign exchange rate risk.
In its effort of facing the huge pressures towards the depreciation of rupiah exchange rates, the central bank of Indonesia did intervention in selling foreign exchange rate system since during that period Indonesia used a managed floating exchange rate system. Bank Indonesia had to widen this intervention band several times due to the high demand of foreign currencies. However due to the huge pressures towards the weakening of Rupiah exchange rates accompanied by the high decrease of foreign exchange reserves, finally the government had to change the exchange rate system from managed floating to flexible exchange rate system since August 14, 1997. The monetary crisis had provoked Indonesia to seek for financial assistance by participating in the program of IMF.
IMF policies in improving national banking soundness by closing unhealthy banks on November 1, 1997 had created bank runs in almost all national private banks. As stated in the theory of Diamond and Dybvig (1983) concerning bank runs, bank liquidation without any time deposit guarantee, such as deposit insurance and blanket guarantee will lead to bank runs due to lack of confidence of the customers. In order to avoid any destruction in the banking sector, the government provided blanket insurance to bank customers by paying all their withdrawals as well as other bank obligations which had certainly led to an exceeding of money supply. Depreciation of Rupiah exchange rate and the increase of money supply had created a hike on the inflation rate.
The problems then became more complicated since the monetary and banking crisis had led to economic and non economic problems. From the economic sector, the structured based on the conglomeration of big companies with increasing debts originated both from internal as well as external ones, had created private debt crisis due to huge depreciation of Rupiah exchange rates. In social sector, the hike of prices, supply shortage and termination of employment due to economic crisis had considerately created social unrest in several big cities of Indonesia. In political sector, government reforms occurred several times during the transition period of democracy which had certainly impeded in focusing at solving crisis problems.
Economic, social and political crisis had significantly disturbed Indonesian economy. 
IV.1. Data
The data being used in this research is a secondary data with a period starting from 1980:1 until 2005:2 according to its availability and its entirety. The data being used include the Gross Domestic Product (GDP), the degree of openness (O), interest rate (R), consumer price index (cpi), exchange rate rupiah to US dollar (exc), and the number of labor force (emt), foreign direct investment, portfolio investment, export, and import. To measure openness, trade openness (OT) and financial openness (OF) will be used. Trade openness is calculated form total exports and imports divided by GDP, while financial openness is calculated from total foreign direct investment and portfolio investment inflow divided by GDP. Since the availability of data only comprise of yearly data that leads to a very small degree of freedom for the model, the frequency of the annual data is transformed into quarterly data using Cubic Spline method for GDP.
IV.2. Model
The model that can be used is the structural vector autoregression (SVAR) or the cointegrated SVAR as proposed by Pesaran and Shin (1997) ' , x t is a vector of jointly determined (endogenous) I (1) variables, z t is a vector of exogenous I(1) variables, w t is a vector of exogenous/deterministic I(0) variables (excluding the intercepts and/or trends), u t is a white noise vector of error terms, Γ ix is a short run matrix of parameters, and Π x is the long run multiplier matrix. The latter can be written as : Π x = α x β' where β contains the long run cointegration parameters. In this paper, z t and w t are absent, x t = (gdp t , r t , o t , exc t , cpi t , emp t ), and the parameters of concern are the cointegration matrix. With the ordering of variables in x t as follows gdp t , r t , o t , exc t , cpi t , emp t , β' can be written explicitly as follows :
where the augmented elements in the fifth column correspond to the linear trend (t). Taking in to account (2), (1) is estimated using the maximum likelihood method (see Pesaran and Pesaran (1997) for details). The resulting vector of residuals (or ≈innovations∆, say ε t ) is then used for the VAR analysis. This VAR system may be transformated into a ≈structural∆ VAR model (SVAR) as follows. Suppose the cointegrating VAR can be expressed as follows :
where Π (L) = I nand Suppose further that e t is the error term of the structural model (i.e. an economically 
V. RESULT AND ANALYSIS
V.1. The coefficients of the long-run cointegrating equation
The analysis starts with conducting stationary test to each variable by using Augmented Dickey Fuller (ADF) test (Verbeek, 2000) . With the exception of interest rate, all variables used in this analysis have non-stationary tendencies I(1) (Attachment 1). Consequently, the structure of VAR is combined with Vector Error Correction (VECM) or SVAR cointegration in looking at long-term effect. Therefore, the next analysis for IRF and FEVD is based on that equation.
The first step in estimating SVAR is by testing the optimal order of VAR and cointegration rank. The results showed that the order of VAR is 3 or VAR(3). Furthermore, the result of cointegration test showed that there was 1 cointegration rank which meant that in SVAR The results show that interest rate elasticity is negative and significant, -0.14. The negative coefficient means that in the long run as the interest rate increases, the economic growth decelerates; therefore the sign of parameter is in the expected direction and it is in line with the theory. However, the sign of the coefficient of trade openness is negative and significant, namely 
V.2. Forecast error variance decomposition analysis
Since the purpose of the paper is to analyze the impact of openness to Indonesian economy, the main analysis of this paper will just focus on the analysis of shocks to openness variables on the variability of GDP, employment, inflation, and rupiah exchange rate. According to the orthogonalised FEVD results as shown in table III.3, and appendix III.4, shocks to trade openness are important in explaining fluctuations in GDP, employment, inflation, and exchange rate.
Fluctuations in the gross domestic product (GDP) in the very short-run and long-run are predominantly self explanatory. These shocks would explain up to 58 percent in the long run.
The second largest shock that caused variability of gross domestic product was trade openness.
Shocks to trade openness are able to explain approximately 29 percent of long run variability of the gross domestic product. Shocks to exchange rate and shocks to interest rate can be explained by just 6 percent and 4 percent of long run variability of the gross domestic product respectively.
Shocks to inflation and shocks to labor force have trivial effects on the variability of the gross domestic product. The trivial effects of both consumer price index and labor force shocks may reflect either the possibility that these shocks are actually unable to explain GDP fluctuations, or that these variables are not good proxy for inflation and employment, or both. Fluctuations in the consumer price index in the short run explained mainly by its own self, however in the long run its effect will decrease. In the long run, shocks to trade openness are predominantly able to explain 39 percent of consumer price index variability. These results are expected since the greater the degree of openness leads to change supply of goods, then it triggers the change in the price of goods. The shocks to exchange rate are also significantly able to explain 33 percent of fluctuations in the inflation, while the shocks of other variables have small and trivial effect.
The variability of labor force in the short-run and long-run are associated mainly with its own self, namely 85 percent in long run. The shocks to trade openness have very small to cause fluctuations in the labor force. Shocks to interest rate and shocks to inflation are just able to explain 6 percent and 8 percent of long-run fluctuation in the labor force.
Based on variance decomposition for financial model (table III. 
V.3. Impulse Response Function Analysis
Dynamic movements of each variable due to a one standard error shock trade openness are analyzed by using orthogonalised IRFs presented in figure III.6. According to the findings, shocks to trade openness will lead to lower economic growth. A one standard error shock to trade openness would decrease output by 0.01 percent in the very short run and by almost 0.02 percent in the long run. As mentioned in FEVD analysis, more openness leads to lower output due to lack of preparation for trade openness. Furthermore, shocks to trade openness will lead to an increase in interest rate in the short run, however in the long run it will lead to lower interest rate. Trade openness leads to an integration of Indonesian economy with world economy, which is turn lowering the interest rate. The response of exchange rate due to shock to trade openness is positive. A one standard error shock to trade openness will lead to a depreciation of rupiah exchange rate. As the Indonesian economy is more open, there use of foreign reserve to cover current account deficit, can lead to the depreciation of rupiah exchange rate. In additions, shock to trade openness will lead to increase the inflation, while a one standard error shock to trade openness does not have any real effect to labor force. The movement of each macroeconomic variable due to shocks to financial openness is various ( Figure III.7) . Output becomes to be lower due to a shock to financial openness. In additions to the result, a one standard error shock to financial openness will lead to an increase in interest rate in the very short run, however in the long run it will lead a decrease in the interest rate. This result may be robust since Indonesian financial market has become integrated to world financial market, domestic interest rate will decrease approaching to world interest rate, and while in the short run the market needs time to adjust to a high interest rate. .000
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The movement of exchange rate, inflation, and labor force due to the shock to financial openness is relatively various; shock to financial openness leads to the increase of exchange rate, inflation, and labor force.
VI. Conclusions
There are long disputes about the relationship between the degree of openness and economic performance. Based on cross country analysis, the findings of studies on the relationship between openness and economic performance are various. Some studies found a positive relationship between openness and economic performance, while the others found a negative impact on the relationship.
Instead of using cross-section data like previous studies, this study uses structural vector The variance decomposition analysis on financial openness found that variability of each macroeconomics variable was mostly able to explain the fluctuation of financial openness.
Fluctuation in output, interest rate, rupiah exchange rate, and inflation are also significantly explained by financial openness.
The findings of impulse response analysis show that shocks to trade openness will lead to lower output in the short run and long run; however the effect in the long run is bigger than in the short run. Shocks to trade openness relatively have no effect to labor force, while rupiah exchange rate and inflation will be higher due to shocks to trade openness.
The movement of each macroeconomic variable due to a shock to financial openness is mixed. A shock to financial openness will lead to lower output, but on the contrary it will lead to increase employment. In additions, a shock to financial openness leads to an increase in interest rate in the very short run but it lower interest rate in the long run. The finding may be robust since the preparation to adopt financial integration lead to increase interest rate in the very short run; however in the long run domestic interest rate decline approaching to world interest rate.
Since findings show that openness leads to lower output, the Government should be well prepared before liberalizing international trade and domestic financial market in line with world financial market. Failure to prepare openness leads to lowering competitiveness of Indonesia»s goods and services, and finally will jeopardize the output.
This paper uses ratio between trade total and GDP to measure trade openness and ratio between total of capital inflow and GDP to measure financial openness. These indicators may have weakening, thus further research using other measurement of openness could give better findings on the relationship between openness and economic performance. 
